During the 1980s country effects have been larger than industry effects in the equity markets of Western Europe. This has continued to be the case for the EMU countries in the 1993-1998 period, despite the convergence of interest rates and the harmonization of fiscal and monetary policies following the Maastricht Treaty of 1992. As of now, there is no evidence that the differences between countries have disappeared.
One of the most surprising empirical regularities in international equity markets is the low correlation among country portfolio returns. For example, between 1970 and 1998 , the average correlation between the MSCI index returns of Japan and the United States has been 0.25, and the correlation between the United Kingdom and the United States 0.50. These correlations are low because these country indices correspond to portfolios that are well-diversified in terms of the number of securities that they contain. By comparison, the correlation between two random portfolios obtained by splitting the SP500 into halves exceeds 0.99.
There are a variety of explanations for these low correlations. First, there is a home bias in the portfolio holdings of investors (French and Poterba (1991) , Cooper and Kaplanis (1994) , Tesar and Werner (1995) ). Instead of diversifying across all markets and holding a portfolio that A second explanation does not rely on investor myopia. Instead it emphasizes that country indices differ in terms of sector composition. For example, relative to Switzerland, the Swedish index contains more firms in basic industries while Switzerland has more banks. To the extent that basic industries and banks are imperfectly correlated, the country indices of Sweden and Switzerland will be imperfectly correlated.
A third explanation is that there are important economic shocks that affect firms differently across countries. This may be because the shocks are regional in nature, such as a change in fiscal or monetary policy that specific to a country. Alternatively, it may be that national markets respond differently to global shocks, because differences in institutions across countries affect the transmission of global shocks to asset values. Either way, economic shocks can cause variation in stock returns that is country-specific.
Prior empirical evidence has shown that differences in the industrial makeup of countries only plays a minor role in explaining country correlations (Beckers et al (1992 , 1998 ), Heston and Rouwenhorst (1994 Switzerland differently from banks in Sweden is more important for explaining the low correlation between their country returns than the fact that Sweden has fewer banks. Or alternatively, cross-country variation in investor sentiment drives a wedge between the return of firms that are in the same sector but located in different countries. Heston and Rouwenhorst (1995) also show that the these country effects are dominant even in geographically concentrated, and economically integrated regions such as Western Europe. They argue that country effects are likely to be even more important for returns of countries that are geographically further apart, a hypothesis that was confirmed by Griffin and Karolyi (1998 has been no tendency for country effects to disappear from European stocks. As was the case prior to the Treaty, country effects in stock returns continue to dominate industry effects.
Data and Summary Statistics
The paper Some caution is in place in comparing these correlations, because country portfolios have on average fewer securities than industry portfolios, and are for that reason less well diversified.
Also, since each country and sector is also part of the market, the larger countries (sectors) will tend to have higher correlations with the European market (for example U.K. 0.82).
Correlations by sub-period
How close does the return in a country or sector track the return on a portfolio of stocks from other countries and sectors? Table 2 gives the correlations between each country and sector with an index of stocks that includes every firm not in that particular country/sector. Two patterns emerge. First, the average correlation is lower for countries than sectors, which implies that sectors tend to move together more than countries do. The second finding is that both country and sector correlations tend to be higher in the second half of the sample than in the first half, although the average increase is not as pronounced for sectors as it is for countries. Interestingly, the estimated correlation for the largest country in terms of market cap (U.K.) shows very little variation over the sub-samples, and is the lowest among the twelve countries between 1993 and 1998:8. During this period the U.K. contributed on average 36 percent of the total market capitalization of the sample. By comparison, the largest sector (consumer goods) accounted for 33% of the total market cap, yet its correlation with firms in other sectors was considerably higher at 0.87. This suggests that the dominance of country effects has not disappeared.
However, since countries differ in terms of sector composition, a country's performance relative to the market is an imprecise measure of its country effect. For similar reasons, a sector's relative performance is a noisy measure of its industry effect. A more precise estimation of industry and country effects is the subject of the next section.
A decomposition of stock returns
Assume that the return on each stock can be decomposed into four components: a common factor () which is shared among all securities, an industry factor () and a country factor () to represent the influence of the industry and country that the stock belongs to, and an idiosyncratic disturbance (e). The return on a stock i that belongs to industry j and country k is: 
R i,t t j,t k,t e i,t
(1)
The exact restrictions are that for each month t: 3 where w and w respectively correspond to the weights of country k and industry j in the
European index at the beginning of month t.
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To estimate the realizations of the common factor, industry factors and country factors, I estimate for each month the following cross-sectional regression of returns on a set of industry and country dummies:
where I = 1 of firm i belongs to industry j (zero otherwise), and C =1 if firm i belongs to ij ik country k (zero otherwise). By running a cross-sectional regression for each month, one obtains a time series of estimated industry and country effects.
There are two issues in the estimation of equation (2). First, Weighted Least Squares is used instead of Ordinary Least Squares: each firm's return is weighted by its market capitalization at the beginning of the month, so that in the estimation of the country and industry effects a large firm has the same weight as two firms half its size. Second, the s and the s need to be restricted to avoid perfect multi-collinearity in equation (2). Intuitively, the problem is that because each firm belongs to both an industry and a country, industry and country effects can only be measured relative to a benchmark. One can choose an industry in a particular country, but a more natural benchmark is to use the value-weighted index of all twelve countries, which I will refer to as the "European" market . This means that I will compare the performance of industries while the average industry effect is 1.47 per cent per month. This means that an industry-neutral country tilt relative to the European index has given on average rise to a tracking error that has been twice as large as a country-neutral industry tilt of similar size.
The next columns give a breakdown of the industry and country effects by 5-year subperiod. Both industry and country effects are somewhat smaller during the first half of the sample than during the second half, but country effects are larger than industry effects in every five year sub-period. For example, during the last sub-period of 1993-1998:8, which follows the Maastricht Treaty of 1992, the volatility of the country effects is larger than the volatility of the most volatile industry effect (Energy) in all but one country (The Netherlands). A similar pattern emerges from Figure 1 , which shows the 36-month moving average of the absolute value of the industry and country effects, the latter broken down by EMU and non-EMU countries. It is striking that as of August of 1998 the moving averages are very close to their 1981 levels, the beginning of the sample. For most of the last two decades, the country effects of the EMU countries have exceeded those of non-EMU countries, both being larger than the industry effect in every 36 month sub-period.
The question whether differences between countries will slowly disappear under EMU continues to be speculative. What can be concluded from Table 3 and Figure 1 is that despite the convergence of economic policies and interest rates among EMU countries following the Maastricht Treaty of 1992, there is no evidence that industry effects have become more important than country effects in European stock returns. During the past 5 years country-neutral industry tilts have continued to cause smaller deviations from the European benchmark than industryneutral country tilts.
Summary and Conclusions
Since 1982 country effects in stock returns have been larger than industry effects in the geographically concentrated, and economically integrated countries of Western Europe. This has continued to be the case during the 1993-1998 period, despite the convergence of interest rates and the harmonization of fiscal and monetary policies following the Maastricht Treaty of 1992.
What are the practical implications of these findings for portfolio managers? For passive managers, who attempt to match the performance of their portfolios to the European market, it is still more important to get the country composition of their portfolios right than the sector composition. Active managers may conclude that the room for country selection continues to be large in Europe. However, the success of active country and sector strategies depends on their ability to successfully exploit this room and time these effects, a topic that is beyond the scope of the current paper. 1978-1982 1983-1987 1988-1992 1993-1998 Full sample 1978-1982 1983-1987 1988-1992 1993-1998 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 percent per month
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